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EXECUTIVE SUMMARY 
 
A mandate for the Investment Branch in year 2002-2003 is to deliver an annual report of 
the Cash Equitization Program (Program).  Attachment 1 contains a report that reviews the 
Program – returns, risks, changes, and developments.  The overall objective of this report is 
to provide the Investment Committee with information for assessing the progress of the 
Program.  
 
Since inception in May 1999, the Program has generated favorable results, outperforming 
its benchmark by 88 basis points.  Pension Consulting Alliance has reviewed the report and 
concurs with Staff’s assessment. 
 
 
BACKGROUND 
 
In October 1998, the Investment Committee approved the concept of cash equitization for 
the domestic equity asset class.  The domestic equity portfolio managers typically have a 
portion of their mandate in cash, which comes from various sources such as contributions 
or dividends on stock holdings.  The primary intent of cash equitization is to create a 
mechanism for keeping the domestic equity exposure invested in the U.S. equity market 
and as close to the adopted asset allocation policy target as practically possible. 
 
 
 
 
 
 
 
 
 
 



Attachment 1 
Investment Committee - Item 7 

February 5, 2003 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

CASH EQUITIZATION PROGRAM 
 
 
 
 
 

Annual Report 
December 31, 2002 

 
 
 
 
 
 
 
 

 

 



CALIFORNIA STATE TEACHERS’ RETIREMENT SYSTEM 
CASH EQUITIZATION PROGRAM 
 
 
 
 
 
California State Teachers’ 
Retirement System 
P.O. Box 15275 
7667 Folsom Boulevard 
Sacramento, CA  95851 
916-229-0625 
 
 
MISSION: 
Securing the financial future 
and sustaining the trust of 
California’s educators 
 
 
 
 
Jack Ehnes 
Chief Executive Officer  
 
Christopher J. Ailman 
Chief Investment Officer        
 
Steven Tong 
Director of Internal Equities 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

TABLE OF CONTENTS 
 
Program Facts                                            3 
 
Executive Summary                                   4        
 
Investment Process                                     5   
 
Current Status                                             6 
 
Investments                                                 7       
 
Performance                                                 8 
 
Management                                                9           
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
California State Teachers’ Retirement System  2 



 

 
 
 
CASH EQUITIZATION 
PROGRAM 
BACKGROUND: 
 
�� A cost effective method 

of equitizing idle cash 
holdings 

�� A flexible tool used to 
keep domestic equity 
exposure in-line with 
policy target 

�� Minimizes the 
performance drag 

�� Provides an efficient 
method for gaining 
domestic equity exposure 

CASH EQUITIZATION PROGRAM 
FACTS  
 
Goal: seeks to equitize the cash balance of CalSTRS’ 
domestic equity managers to avoid the potential drag on 
performance versus the benchmark.  The desire is to 
keep the System’s equity allocation invested in the U.S. 
equity market.  A further benefit of the Program is the 
flexibility of using various options, such as Exchange-
for-physical trades, basis trades, and future contract 
purchases when investing or liquidating large cash 
flows. 
 
Start Date: May 1999 
 
Size: as of December 31, 2002, more than $104 million 
 
Management Team: 

Steven Tong 
Director and Senior Portfolio Manager,  
Internal Equities 
 
John Perez 
Portfolio Manager,  
Fixed Income 
 

            Stacey Reichenberg 
            Analyst and Trader, 
            Fixed Income 
 
 
ANNUAL RECAP 
 
�� During 2002, the Program declined 21.057%, yet 

managed to outperform its benchmark, the S&P 500 
Index, which shed 22.100% 

  
�� In May, the Program celebrated its 3rd anniversary 
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EXECUTIVE SUMMARY 

 
 
CONCEPT 

 
Investment professionals who want to remain fully invested at the time of the 
expected cash flow will purchase S&P 500 futures and liquidate the futures 
position when cash levels are at sufficient levels, or at a more opportune time to 
purchase the underlying basket.  By securitizing the new funds, CalSTRS can 
fully participate in a market movement, lowering the risk of under-performing 
their benchmark index.  In essence, the purchase of futures contracts serves as a 
substitute for a subsequent purchase of individual shares in the underlying index. 

 
 

RESULTS 
 

The Program has enabled CalSTRS to remain closer to the Committee’s adopted 
asset allocation policy targets.  The Program minimized the performance tracking 
error attributable to domestic equity manager’s cash holdings.  Furthermore, Staff 
has gained valuable knowledge in terms of both performance and operations 
about the use of S&P 500 futures contracts to match or beat the underlying index.   

 
There are potential broader applications for the use of futures in CalSTRS’ 
domestic equity component.  Specifically, CalSTRS could use futures to manage 
an enhanced portfolio within the active domestic equity segment.  
 
 
Steven Tong 
Director of Internal Equities 

 
Christopher J. Ailman 
Chief Investment Officer 

 
January 21, 2003 
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CASH EQUITIZATION 
PROCESS: 
 

1. Pool all U.S. equity 
managers idle cash 

2. Buy S&P 500 index 
futures contracts to 
obtain equity 
exposure 

3. Actively invest cash 
in short-term 
securities 

 
 
 
WHAT ARE FUTURES 
CONTRACTS? 
 

Equity future contracts 
are derivatives whose 
value is based on – or 
derived from – an 
underlying asset, such 
as a stock or market 
index.  A futures 
contract is an 
agreement to buy or 
sell securities at an 
agreed upon price at a 
future date. 

 
 
 
 
 
 
 
 
 
 
 

MAINTAINING EQUITY EXPOSURE 
 
INVESTMENT PROCESS 
 

The Committee has adopted a set of standard 
investment guidelines for its domestic equity 
accounts.  Within these guidelines, the 
Committee established a maximum of 10% cash 
position for each individual portfolio.  This 
guideline offers the CalSTRS’ managers the 
flexibility to hold some cash as it is transitioning 
its portfolio to implement its investment strategy.  

 
However, any ongoing exposure to cash might 
reduce the ability of the overall domestic equity 
portfolio to track the asset class’s benchmark 
(e.g., increase the portfolio’s “tracking error”).  
Tracking error declines significantly when the 
size of the cash holding is reduced to a smaller 
proportion.   

 
CalSTRS utilizes equity index futures to convert 
these cash balances to equity market exposure as 
needed. Currently, CalSTRS is using S&P 500 
futures contracts to equitize cash that is waiting to 
be invested in the domestic equity market by the 
active and passive managers.  Using futures 
contracts is the lowest-cost method for pension 
funds to establish and maintain equity exposure.  
The cash remains invested in short-term fixed 
income instruments, which combined with a long 
futures position, provides a total return close to 
that of the S&P 500 Index. 
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PERCENT OF 
DOMESTIC EQUITY 
CASH EQUITIZED: 
 
Approximately 50% of the 
domestic equity cash balance 
is equitized 
 
 
 
 
HOW CALSTRS 
MANAGES CASH 
EQUITIZATION: 
 
�� Manage a diversified, 

short duration portfolio 
of fixed income 
securities 

�� Overlay futures contracts 
to achieve unlevered 
equity position 

�� Roll futures contracts as 
they near expiration 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

CURRENT STATUS 
 

For the year 2002, the cash balance across the 
entire domestic equity portfolio has averaged 
over $200 million.  CalSTRS equitizes slightly 
under half of the aggregate domestic equity 
portfolio’s cash balance.  This amount is 
considered “core cash” due to its stable nature.  In 
2003, Staff may expand the program to achieve 
its goal of approximately 75% equitization.  
Equitizing a larger portion of cash earmarked for 
domestic equity will aid in minimizing overall 
equity portfolio tracking error. 

 
Total Domestic Equity - December 31, 2002 

 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Common Stock - Domestic
($35.0 Bil.)

Cash & Equivalents 
($0.2 Bil. or 0.6% 

of Domestic Equity) 
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CASH EQUITIZATION 
STRATEGY IS 
DESIGNED TO 
PROVIDE: 
 
�� Futures + cash ~ equity 

equivalent position 
�� Moderate, consistent 

excess returns 
�� Low probability of 

underperformance 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

INVESTMENTS 
 

The Program uses a portion of the core cash 
balance to invest in S&P 500 futures in order to 
gain full exposure to changes in the stock market 
prices.   At the same time, the remaining cash is 
invested in short-term fixed income securities.  If 
this portfolio of securities earns a rate over the 
implied rate or cost of the futures, the Program 
will outperform the market.  Since inception of 
the Program, the portfolio of fixed-income 
securities has produced returns that have been 
above the LIBOR yields that serve as the basis of 
futures fair value.  As a result, the Program has 
consistently outperformed the S&P 500 Index.  
Security types utilized in the short-term portfolio 
are primarily high quality debt obligations, such 
as corporate floating rate notes, callable agencies, 
and U.S Treasury Bills.  The pie chart below 
depicts the asset allocation of the remaining cash 
balance as of December 31, 2002. 

 
 

Asset Allocation of Non-Futures Cash 
As of December 31, 2002 

 
 

Corporate Notes/
Floating Rate 

Securities 59%

STRS-Liquidity
11%

U.S. 
Government/

Agency 
Securities 

30%
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PERFORMANCE 
 
 

The performance objective of the Program is to generate moderate, consistent 
excess returns above the standard S&P 500 Index (a broad-based market index).  
The information below shows the Program’s performance for the period from 
May 31, 1999 through December 31, 2002.  The bar chart depicts the change in 
performance from year to year during the periods indicated.  The table compares 
the annual return for the Program for the periods indicated to the S&P 500. 
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Total Return for the Periods Ended 12/31/02  

 
Since 

 Inception  
      1 Year  3 Years (5/31/99) 
 
Program     -21.057% -15.964% -8.264% 
S&P 500 Index*    -22.100% -17.149% -9.141% 
 
Excess Return      +1.043%  +1.185% +0.877% 
 
* The S&P 500 is the Standard & Poor’s Composite Index of 500 stocks, a widely recognized, unmanaged 

index of common stock prices. 
 

For the 12 months ended December 31, 2002, the Program returned -21.057%, 
reflecting the poor returns evident in the equity markets.  The Program 
outperformed the –22.100% return of the S&P 500 Index over the same period.  
As highlighted in the previous sections, the Program’s management team actively 
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manages a diversified, short duration portfolio of fixed income securities to add 
value over the S&P 500 Index. 

 
 
 
MANAGEMENT 
 

The management team for the Program has more than $104 million under 
management. 

 

             
 
Steven Tong, a Director and Senior Portfolio Manager for the Program, has 
overall responsibility for Program management.  He has worked for nearly 7 years 
in equity index management. 

 

             
 
John Perez, a Portfolio Manager of the Program since inception, has day-to-day 
responsibility for investing the cash balance in money market instruments.  He is 
also Senior Portfolio Manager for CalSTRS’ Short-Term Liquidity Portfolio, 
Securities Lending Cash Collateral Portfolio, and Total Return Asset-Backed 
Portfolio. 

 
 

              
 

Stacey Reichenberg, an Analyst and Trader for the Liquidity Portfolio and 
Securities Lending Portfolio, assists the Portfolio Manager with the investment of 
money market instruments.  She has worked in CalSTRS Fixed Income unit for 
approximately three years. 
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